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EDITORIAL
In the July issue of The Journal of
Accountancy we published editorial
comment upon the general question of
relief of the unemployed, and we then expressed the opinion that
it would be far better for the country as a whole and for the
people of the country individually if no attempt were made to
disguise a dole as compensation for useless and incompetent
work. To employ a man or woman on some absolutely futile
apology for work is not a kindness to any one. It tends to
create a disrespect for honorable labor and to build up a senti
ment thoroughly un-American. No man can be employed to do
something which he knows is valueless without injury to that
man’s innate perception of honesty and the laws of compensation.
The so-called work which is done in the name of relief is for the
most part nothing but a pretense; and every good American who
accepts payment for worthless gestures, every man who leans
against a shovel and is paid for shoveling, every man who is
encouraged to become expert in the avoidance of work is being
educated in the art of professional indolence and fraud. We do
not believe that any good American wants to be known as a
leech upon the body of society, and yet every American who
yields to the inclination to take something for nothing or worse
than nothing is exposed to a severe temptation and his morale
is almost certain to be shattered. There is, however, another
side of the question which is almost equally important, and that
is the exorbitant cost of the so-called public works which are
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being perpetrated in the name of relief. It has been argued for
months that the country was spending a great sum of money
every day which was unnecessarily spent; in other words, the
government acting directly or through state jurisdictions was
not getting a dollar’s worth for every dollar spent.
In the state of New Jersey, which rather
prides itself upon scientific application
of the rules of economics, the legislature
failed to make provision for the relief of all who were supposed to
be in need, and as a result the duties of relief devolved upon
municipalities, with results which are simply amazing. The
New York Herald Tribune of July 13th published a statement
from a staff correspondent in Trenton, which is a trenchant
commentary upon the conditions in that state. We quote:

New Jersey Shows
the Way

“From an impartial study made by the New Jersey League of
Municipalities, these results are clear;
“Relief is being liquidated in New Jersey. Expenditures and
relief rolls have been reduced more than fifty per cent. throughout
the state.
“Thousands of chiselers have been dropped and jobs have been
found for thousands of able-bodied men whose energy and initia
tive had been sapped by long months on the dole.
“Families accustomed to the state’s generous bounty have dis
covered, under pressure of local prodding, new resources of self
rehabilitation.
“Thoughtfully and humanely in some communities, with more
speed than sentiment in others, relief clients are being thrust back
into the normal, useful channels of society.”
Percy C. Magnus, president of the New York Board of Trade,
in a statement made public July 12th declared that New Jersey
had “broken the relief trust.” He said:
“New Jersey had the courage to meet the relief problem in a
sensible manner and it points the way for other states which are
struggling under the load. Last April our neighboring state
across the Hudson by refusing to appropriate state funds for relief
purposes did something more than merely to turn the problem
over to the municipalities where it rightfully belonged ... it ex
ploded sentimentality and forced stern realism. It laid low a
growing political and social menace. It made relief a supplement
to individual effort.”
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Now let us look at the statistics. Thirty
eight towns in June, 1935, had on the
relief rolls 12,706 cases which were cost
ing a total of $318,548 a month. After relief had ended the num
ber of cases was reduced to 4,690, in June, 1936, at a total cost of
$65,438 a month. These figures are eloquent. Whereas the
number of cases was reduced 63 per cent. the cost of caring for the
cases was reduced nearly 80 per cent. The average cost of a
case in June, 1935, was more than $25.00 and in June, 1936, the
average cost of a case was less than $14.00. It is hard to say
how much this may indicate that those formerly on relief found
the lower scale so unattractive that they took themselves off the
rolls and found jobs for themselves; how much it may reflect bet
ter supervision and check as the towns are spending their own
money; how much it may reflect an actually improved condition
as business no longer has to compete with subsidized idleness.

Amazing Effect of
Economy

These figures from the state of New
Jersey should be read and pondered by
every man and agency concerned with
the administration of relief funds. New Jersey is a represen
tative state which does not enjoy special privileges. What occurs
in that state occurs generally throughout the nation, and what
New Jersey can do in the way of reduction and economy any
state in the nation can do. It is perhaps not too much to expect
the policies of the nation to be influenced by what one common
wealth has done, particularly if that can lead to what we really
want in a rivalry of the states, each trying to show how its relief
problem can be most efficiently and economically handled.
There is need for wise economy in relief administration. This
does not seem to come when money to be spent is readily pro
vided through outside agencies and success of administration is
measured by the volume of money which is spent. We can not
continue to spend, spend and spend again, whether we have it
or not. Some day there will be a change in the policy of our
nation and we shall return to the faith of our fathers—faith in
ourselves, faith in our destiny, faith in our individual manhood.
We shall try to make our citizens fine, upstanding members of
the body politic and not whining, servile seekers after gratuities.
Probably it would be possible for the whole country to effect
savings at least as high as those which have been effected in New
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Jersey. If that be so and if some man or group of men be found
strong enough and independent enough to put into effect the
principles which have produced such excellent results in New
Jersey, we shall not have any trouble in balancing the budget.
Our taxes will escape further multiplication. And, best of all,
we shall have a nation strong, self-reliant, valiant for truth.

The federal revenue act of 1936, after
a period of too brief gestation, was
approved June 22nd. It is, therefore,
law for the present. What fate awaits some of its novelties when
tested in the white light of adjudication remains to be seen.
Much will depend upon the nature of regulations, which will
probably not be issued much before the end of the current cal
endar year. It has been said that nobody understands the new
act. We believe it is true that few of those responsible for its
enactment understand it; and it is quite certain that there will
be wide differences of opinion upon the meaning and effect of
many of the sections. We have no intention here of attempting
to discuss the detail of the law, but in the September issue of
The Journal of Accountancy we expect to publish an article
analyzing some of the most important provisions of the law and
dealing with some of the underlying principles. For the present
we are concerned with the law as it creates new forms and
methods of taxation. The new law carries on the evil principle
of the taxation of capital gains, which has been one of the greatest
weaknesses in our whole system of taxation. We have discussed
this matter on many occasions. Competent authorities through
out the country have strenuously advocated the abolition of such
a tax, which merely discourages enterprise. Probably no reader
of The Journal of Accountancy is ignorant of the fallacy of
the theory of taxation of capital gains and a concomitant allow
ance for capital losses in whole or in part. The most iniquitous
section of the new law, however, is not that, but, rather, a new
scheme for destroying business. This was an administration
measure but we must believe it was recommended with no
conception of its practical injustices and undesirable economic
consequences. It immediately stirred up a hornet’s nest of
opposition, and for a while it looked as though the danger would
be averted, but insistence from the White House and subservience
on Capitol hill accomplished a part of the original intention, and
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so we have what is described in the law as “a surtax on undis
tributed profits.” It is not so violently severe as the adminis
tration desired, but it is bad enough in all conscience. It is
interesting to note that at the Institute of Public Affairs at the
University of Virginia, Lovell H. Parker, chief of staff of the joint
committee on internal revenue and taxation said, in part:

“The present system of treating capital gains and losses has
one glaring, inequitable defect which must be obvious to all and
which can only be defended on the ground of expediency. This
defect results from the fact that capital gains are added to ordi
nary income, but capital losses can only be deducted to the
extent of the gains, plus $2,000. The $2,000 proposition is only
a relief affecting the small taxpayer. Under this system it is
entirely possible for a man to have capital losses of $1,000,000
and other income of $1,000,000 and still pay a tax about $650,000.
Thus he is poorer at the end of the year by the total amount of
the tax.
“A second defect of our present system results from the fact
that it considers one year only. How much better would it be if it
would allow the losses of one year to be offset against the gains
of a subsequent year? For instance, a man can start out with
$1,000,000 in capital and in a few years find his capital depleted
to $500,000, and yet in the meantime pay some hundreds of
thousands of dollars of tax to the government.
“ Finally, our present system interferes to a considerable extent
with normal business transactions. It encourages the taking of
losses within one year and discourages the taking of gains until
relief can be secured by the reduction in the amount of gain
taken into account in computing income based on the length of
time for which the asset has been held.
“It is extremely difficult to suggest improvements to our pres
ent provisions governing the treatment of capital gains and
losses because such treatment must be synchronized with the
general structure of our taxing act. For example, the revenue
act of 1936, just passed by the congress, contains such substantial
changes in the method of taxing corporations as to affect vitally
the question of how capital gains and losses should be treated.
“To illustrate this point it is merely necessary to observe that
an examination of the facts will show that the majority of capital
gains in the past have been realized from the sale of corporate
stock. The increased value of corporate stock comes about
largely, of course, because a considerable portion of the net earn
ings is retained in surplus and used in increasing the earning power
of the corporation. Under the present undistributed-profits-tax
system, the tax on the annual earnings of a corporation may be
increased from 15 to 33 per cent if all the earnings are retained
for expanding the business of the corporation. We do not intend
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to go too far outside our subject of capital gains and losses to dis
cuss the merits of the new tax on undistributed profits, but it is
proper to observe that if this system is continued the question of
capital gains will become comparatively unimportant in the long
run as a revenue producer.”
It is impossible to understand what evil
genius could have devised so pernicious
a tax as that on undivided profits. It
does not seem to have any merit from any point of view. It will
certainly militate against business recovery, which everyone
admits is much to be desired. It will not produce the enormous
amounts of revenue which its sponsors predict. It imposes on
every corporation, large or small, a tremendous burden of inter
pretation—trying to understand the nature and effect of this new
tax scheme and to adapt corporate affairs to it. It is a plan which
has been repeatedly considered by tax authorities and repeatedly
rejected as impracticable in administration and undesirable in eco
nomic effect. Probably the most charitable interpretation of the
case is that the sponsors of the bill, whoever they may have been,
were without practical knowledge of business, with no experience
of the needs for building up working capital or a host of other
common requirements which justify and indeed require the reten
tion of some portion of the profits of nearly every business if its
activities are to continue.
A Tax to Destroy
Business

The Incorporated Accountants Journal,
London, of July, 1936, quotes from Law
Times an interesting article upon the
degrees of liability of auditors and
accountants. The article was based upon a recent case at the
Manchester assizes, wherein plaintiffs claimed damages against
a firm of chartered accountants for negligence and breach of
duty. The plaintiffs alleged that the defendants had been the
auditors and accountants of plaintiffs and that there was implied
from such relationship an obligation upon the defendants that
they would exercise reasonable skill, care and diligence in the
examination and audit of the plaintiff’s books and that by reason
of the defendants’ negligence or breach of duty, defalcations
amounting to approximately $7,500 were not detected. The
defendants alleged that by resolution of the board of directors of
the plaintiff company they had been appointed its auditors upon
86
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incorporation in 1911 and had continued to discharge the duties
of auditors until 1935, but that they had not been appointed nor
had they undertaken the labors of accountants. They did not
admit that any sums had been lost by the plaintiffs nor that any
defalcation on the part of the cashier could be shown, and they
contended that in any event they had sufficiently discharged their
duties as auditors since they had from time to time drawn the
attention of the board of directors (when forwarding the draft
balance-sheets to them after each audit) to the absence of certain
books and internal checks which rendered the system of book
keeping in use by the plaintiffs far from ideal from the point of
view of checking. According to Law Times the issues upon
all the facts of the case really resolved themselves into a question
whether the defendants, having regard to an alleged failure to
discover during their audits the existence of certain books which
the plaintiffs said had been kept by the company and should have
been checked by their auditors, were justified in giving their reports
in the form in which they did. It appears that the reports fol
lowed the form set forth in the companies’ act, 1929. Our con
temporary continues:
“It will be seen accordingly that the responsibility for keeping
proper books of account is placed upon the company and the
penalties for failing to comply with these statutory provisions are
imposed upon the company’s directors. Whether the somewhat
meager requirements of section 122 sub-section 1 (a), (b) and (c)
are, from the scientific accountancy point of view, proper books
of account is a matter of controversy.”
And again:
“The evidence for the defendants was directed to show that
even if they were themselves deceived by the fraudulent conceal
ment of a book from them (in this case a day book) which was said
to have been kept by the deceased cashier as a record of daily
cash sales, there had been in all the circumstances no want of
reasonable care on their part.”

The well-known Kingston Cotton Mill Company case is then
cited. In the law reports the headnote reads in part:
“An auditor is not bound to be suspicious where there are no
circumstances to arouse suspicion. He is only bound to exercise
a reasonable amount of care and skill.”
Lord Justice Warrington quoted with approval the dicta of Lord
Justice Lindley in re London and General Bank as to the ordinary
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duties and obligations of an auditor without reference to any
special article or stipulation as to the terms of his employment,
and he added that an auditor is entitled to accept the certificate
of the company’s manager “though on subsequent investigation
it turned out that the manager had been for some years defrauding
the company and that his certificate was intended to cover up
those frauds.” Finally he summarized the position thus: “The
duty of the auditor is to verify the facts which it is proposed to
state in the balance-sheet and in doing so to use reasonable and
ordinary skill.”
This is a highly interesting case, not so
The Auditor Not Author
much because of the novelty of the ques
of the Accounts
tion, but because of the arguments
adduced on both sides and an exceptionally clear definition of the
extent of an auditor’s responsibility. It goes back to the old
dictum that the accounts are the company’s, not the auditor’s,
and that in reviewing the accounts the auditor is charged only
with an obligation to exercise reasonable professional care.
When he has done that he has fulfilled his function and can not
be held liable for any loss which may have been suffered by a
client, if that loss was due to some carefully hidden defalcation
which ordinary care would not discover. The boundary line be
tween the things which fall within and without the auditor’s
responsibilities is never absolutely clear. There is always the
question of what constitutes reasonable care. But it is gratifying
to have from eminent legal authority an opinion which so strik
ingly supports the contention of the accounting profession that
it is not the duty of the accountant to be a detective. If there
is nothing in the case to indicate even a remote probability of
wrong-doing, the accountant is exonerated, whatever defalcation
or shortage may subsequently appear.

Accountants of many states have been
much interested in the question of
competitive bidding for municipal and
county audit and are doing everything that can be done to bring
an end to the unfortunate practice. The North Carolina Associa
tion of Public Accountants has recently issued a directory of its
members, with which is included a copy of a letter from the
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attorney general of the state addressed to the association. The
letter reads:
“I have your letter of April 8th and I am glad to respond to
the request therein made. There is no provision in the North
Carolina act which requires that municipal or county audits must
be let by competitive bids. The statute goes no further than to
require that the contracts for such auditing must be reduced to
writing and approved by the local commission.”
The letter is signed by A. A. F. Seawell, attorney general, and
countersigned by Harry McMullan, assistant attorney general.
This letter is important and should be instructive to persons who
are concerned with the employment of auditors for states, coun
ties and municipalities. The argument which has done more
than anything else to perpetuate the practice of bidding has been
that the law required that there should be competitive bids.
We have not made a study of all state laws, but in North Carolina
at least the argument falls to the ground and we believe that in
many other states there is a similar lack of requirement that audit
should be awarded only after competitive bidding.
Elsewhere in this issue of The Journal
Advertising in Another
of Accountancy appears a letter from
Profession
a correspondent who discusses the
impropriety of professional advertising and quotes from an article
which appeared in the June issue of Life and Health. One of the
most striking quotations in his letter is from a decision of Chief
Justice Hughes of the United States supreme court who said,
“The public must be protected from all influences and practices
that tend to demoralize the profession by forcing its members into
an unseemly rivalry which would enlarge the opportunities of the
least scrupulous.” This opinion was rendered in a case involving
the profession of dentistry, but what applies in that case applies
equally to accountancy and to all professions. If advertising
were permitted it would undoubtedly lead to unseemly rivalry,
and the accountant who had the most money would be able to do
the most advertising, while the little fellow without money could
not advertise at all. And the plea has always been that ad
vertising was needed to help the little fellow to succeed.
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